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Properly calculated dam age awards p u t
plaintiffs in a position that is economically
equivalent to where they would be if the
dam ages h ad n o t o c c u rre d , som etim es
called making the plaintiff whole. W hen the
plaintiff is a taxable entity and the damage
award is taxable, damages experts must con
sider the effect of taxes on the award calcu
lation. Although most experts agree on how
to reflect taxes in cash flows associated with
damages, they often seem unclear about the
correct way to reflect tax effects in discount
rates.
A common rule of thumb for calculating
taxable (that is, before-tax) damage awards is,
“Discount before-tax cash flows at a beforetax discount rate, and after-tax cash flows at
an after-tax discount rate.” The proponents
of this rule say that since the plaintiff will
have to pay taxes on the award, calculation of
the award should not in co rp o rate taxes,
ensuring that the plaintiff’s award is not
taxed twice. Unfortunately, this simple rule of
thumb is not entirely correct. Correct taxable
damage awards cannot be calculated by sim
ply ignoring taxes in both cash flows and the
discount rate. To calculate a correct taxable
damage award, the effect of taxes must be
explicitly recognized in both cash flows and
discount rates.

Winter 1999

DISCOUNT RATES AND TAXES

The correct discount rate to use in damages
calculations is the plaintiff's after-tax cost of
capital. Such taxable damage awards yield the
exact amount of money that makes the plain
tiff whole after accounting for all taxes paid
and the timing of tax payments. The reason
an after-tax—and not a before-tax—discount
rate is correct goes back to the goal of a dam
ages calculation, which is to make the plain
tiff whole. Economically, a discount rate
should represent the rate of return available
to a plaintiff on a project or investment with
an equivalent risk to the project that was lost
due to the damaging act. If a plaintiff is a taxpaying entity, the bottom-line rate of return
available to the plaintiff is an after-tax rate of
return. To make the plaintiff whole, damages
calculations must take into account all of the
cash flows that affect the plaintiff's bottom
line, including taxes. An after-tax discount
rate properly reflects the plaintiff's tax status
and is economically correct because it repre
sents the true opportunity cost of capital for a
taxpaying entity.
Experts use a wide variety of methods to
calculate discount rates. T herefore, it is
im portant to understand whether or not a
calculated discount rate is a before-tax rate or
an after-tax rate and to remember that dis
count rates are based on expected returns
th at often are estim ated using historical
returns. In the case of discount rates esti
mated using historical returns, the tax status
of the discount rate is the same as the tax sta
tus of the incom e that created the return
earned by investors a n d /o r owners.
For exam ple, one source of historical
returns is the Ibbotson SBBI Yearbook, which
c o n ta in s h isto rical re tu rn s e a rn e d by
investors in a variety of publicly traded invest
ments such as small company stocks, large
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company stocks, and government and corpo
rate bonds. The ultimate source of the equity
returns in the Ibbotson SBBI Yearbook is, by def
inition, money (that is, income) that flowed
to the equity holders. Because the publicly
traded companies in the Ibbotson sample are
all entities that pay corporate taxes, that
m oney is necessarily after-corporate-tax
money. T herefore, the returns earned by
equity holders are after-corporate-tax returns,
and any discount rate based on those returns
is an after-tax discount rate with respect to
corporate taxes.
For privately held entities, experts some
times use a company’s historical book return
on equity (ROE) as the discount rate for
future equity cash flows. If a before-tax ROE
is used, the discount rate is a before-tax dis
count rate. Similarly, if an after-tax ROE is
used, the discount rate is an after-tax dis
count rate. Note that the before- and after-tax
status of the returns—and therefore any dis
count rates based on the returns—is with
respect to corporate taxes.
A TAXABLE DAMAGE AWARD FOR A SINGLE
PERIOD

It is instructive to look at a simple example of
calculating a taxable damage award for a sin
gle period. Assume that the plaintiff is an all
equity (that is, no debt financing) going con
cern earning $1,000 annually in before-tax
net income. The defendant is found to be
liable for an action that causes the plaintiff to
lose the $1,000 before-tax cash flow one year
from now. Assume that the plaintiff’s risk
adjusted after-tax cost of capital is 15 percent
and tax rate is 40 percent. What is the taxable
damage award that makes the plaintiff whole
today? The following three methods are com

monly used for this calculation.
Method 1
1. Adjust the $1,000 before-tax cash flow to
an after-tax cash flow.
$1,000 (1 - .40) = $600

2. Discount this $600 after-tax cash flow at
the plaintiff s after-tax cost of capital.
$600 ÷ 1.15 = $521.74

3. Adjust this after-tax am ount for the
taxes the plaintiff has to pay on the damage
award to get the taxable damage award.
$521.74 ÷ (1 - .40) = $869.57

Method 2
1. Adjust the plaintiff's 15 percent after-tax
cost of capital to a before-tax cost of capital.
15% ÷ (1 - .40) = 25%

2. Use this before-tax cost of capital to dis
count the $1,000 before-tax cash flow to get
the plaintiff's taxable damage award.
$1000 ÷ 1.25 = $800

Method 3
1. Discount the $1,000 before-tax cash flow at
the plaintiff's after-tax cost of capital to get
the taxable damage award.
$1,000 ÷ 1.15 = $869.57

While methods 1 and 2 both seem to fol
low the rule of discounting before-tax cash
flows at a before-tax discount rate and after
tax cash flows at an after-tax discount rate,
these two m ethods have different results.
Method 3 seems incorrect in discounting a
before-tax cash flow at an after-tax discount
rate, but m ethod 3 gives the same result as
method 1. Methods 1 and 3 are correct, but
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m ethod 2 is incorrect. The correct taxable
damage award is $869.57. The following cal
culations are proof of the correctness of the
$869.57 result given by methods 1 and 3.
1. After paying taxes on the damage award
of $869.57, the plaintiff will have
$869.57 (1 - .40) = $521.74.

2. T he plaintiff can take this am ount,
$521.74, invest it at the before-tax return of
25 percent*, and have at year end
$521.74 (1.25) = $652.18.

3. The plaintiff pays 40 percent taxes on
the gain
$652.18 - 5 21.74 = $130.44 x 40% = $52.18 in
taxes.

4. And ends up with

the award, such that after paying taxes the
p laintiff is left with the correct after-tax
award. This is what is meant by our equation
Aat = AT (1 - T).
Therefore equation (1) can be written as
(2)
CFbt(1 - T)
AT ( l - T) =
(1+ r a t )
The (1 - T) terms on both sides of equa
tion (2) cancel out—that is, divide both sides
of (2) by (1 - T) —to get
(3)
CFbt
AT =
(1+rat),
and equation (3) proves the correct, but nonintuitive, result that taxable damage awards
can be calculated as before-tax cash flow dis
counted at an after-tax discount rate.

$652.18 - 52.18 = $600.

The $600 is the exact am ount that the
plaintiff would have had one year from now
b u t for the dam aging act (see step 1 of
method 1). The reason method 3 yields the
correct answer by discounting a before-tax
cash flow at an after-tax discount rate is that
the tax effect cancels itself out.

Multiperiod Damages
The algebra easily extends to damages that
include future cash flows in more than one
period. Furthermore, a multiperiod example
helps to clarify some critical assumptions
regarding future tax rates. In a multiperiod
case, equation (1) becomes
(1a)

THE ALGEBRA OF THE TAX EFFECT

CFtbt( 1 - Tt) CF1bt( l - T1) CF2bt( 1 - T 2)
CFNbt( 1 - T n)
+ ... +
A at= Σ
(1+rat)t
(1+rat)
(1+ra<)2
(1+
rat)N
t =1
where the subscripts on the cash flow terms
and the tax terms denote future periods.
Restating the after-tax award on the left side
of equation ( l a) as the taxable award less
taxes yields
Σ
(2a)
CFtbt( l - T t)
AT ( l - T 0)
(1+rat)t

T he following provides a m ore detailed
explanation of how the tax effect cancels
itself out.
Single Period Damages
Definitions of variables:
T
= plaintiff's tax rate
rat
= after-tax discount rate
CFbt
= before-tax cash flow
At
= taxable damage award
Aat
= after-tax damage award
such that A t (1 - T) =Aat.
When the plaintiff is a tax paying entity, a
correct damage award makes the plaintiff
whole after taxes. Considering all taxes, and
the time at which taxes will be paid, the cor
rect after-tax award can be written as
(1)
CFbt(1 - T )
A at =

(1+ rat)
Equation (1) shows the after-tax damage
award calculated as after-tax cash flow dis
counted at an after-tax discount rate. The
correct taxable (before-tax) damage award is

N

In order to factor out the tax terms, two
specific assumptions regarding future tax
rates need to be recognized. The two assump
tions are:
1. Tax rates will be constant throughout all
future time periods.
Using this assumption, the (1 - Tt) term
on the right side of equation (2a) can be
moved outside the summation sign, to get
(2aa)
N
CFtbt
AT (1 - T0) = (1 - Tt) Σt=1

(1+rat)t .

* Here we are using the equivalence o f discount rates and expected returns. I f the p la in tiff's correct after-tax cost o f capital is 15 percent,
the p la in tiff's expected after-tax return on investments in the business must be 15 percent. Assum ing that the p la in tiff pays taxes at 40
percent, p la in tiff s expected before-tax return on investments in the business must be 25 percent.

3

N

t)
ra
+
(1
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2. Future tax rates are equal to current tax rates
(that is, T0 = T1).
Using this assumption, the tax terms on
both sides cancel, leaving
N
(3a)
CFtbt
AT= Σ
t= 1

Equation (3a) shows that in a multiperiod
case, assuming that tax rates are constant
through time and equal to current tax rates,
correct taxable damage awards can be calcu
lated by discounting before-tax future cash
flows at an after-tax discount rate.

tion that would have been taken with the
$1,000 of lost income.
To calculate the correct taxable damage
award, follow the steps in method 1. That is,
construct a pro forma “but for” income state
m ent, calculate the after-tax cash flow the
plaintiff would have received, discount this
cash flow at the p laintiff's after-tax cost of
capital, and gross up this after-tax amount by
the taxes plaintiff has to pay on the award.
The calculations, step by step, are as follows:
1. Adjust the one-year-from-now income to
an after-tax cash flow amount:
Income before depreciation and taxes $1,000

Past Damages
The same logic applies to bringing taxable
amounts forward in time to calculate taxable
damage awards when damages occurred in
the past. The algebra for the multiperiod past
damages case is
Σ
(4)
CFtbt (1 - T1) (1+ rat)t
A at
(5)

N

A t (1 - T0) = ( 1 - T1)

Σ

CFtbt (1+ rat)t

t =1

(6)

N

CFtbt (1+rat)t

At
t =l

where cancellation of the tax terms (1 - To)
and (1- T1) from equations (5) to (6) is done
under the assumptions that past tax rates
(the Tt terms, t = 1 to N) are equal in every
period and also are equal to present tax rates
(T 0). In the case o f past dam ages, this
assum ption can, of course, be checked
against data on past and present tax rates.
EXCEPTIONS TO THE RULES

We solved the above examples using a number
of simplifying assumptions. In particular, all
items that affect tax payments—such as incre
mental depreciation, tax loss carry-forwards,
interest deductions, etc.—were assumed away.
It is important to recognize that when income
statement items affecting tax payments are
present, the simplifying rules expressed in the
examples above do not work.
To understand the complicating nature of
non-cash-flow items that affect tax payments,
t =1
add incremental depreciation to the single
period numerical example. That is, suppose
the plaintiff that suffered damage causing the
loss of $1,000 in before-tax income one year
from now had $200 of additional deprecia

4

less: depreciation
Taxable Income
less: taxes @ 40%
After-tax income

<200>
800
<320>
480

2. Solve for after-tax cash flow.
After-tax income

480

plus: depreciation

200

After-tax cash flow

680

3. Discount this after-tax cash flow at the
plaintiff's after-tax cost of capital:
$680 ÷ 1.15 = $591.30

4. Gross up this after-tax amount for the
taxes the plaintiff has to pay on the damage
award:
$591.30 ÷ (1 - .40) = $985.51.

The $985.51 taxable damage award is not
the answer that would come from simply dis
counting the before-tax cash flow of $1,000 at
the after-tax discount rate of 15 percent.
From the single-period example, discounting
the before-tax $1,000 at the after-tax discount
rate of 15 percent yields $869.57. The same
type of proof used in the single-period exam
ple can be used with the preceding example
to show that $985.51 is the correct taxable
award. The calculations are as follows.
1. After paying taxes on the $985.51, the
plaintiff will have
$ 985.51 (1 - .40) = $591.30.

2. The plaintiff can take this am ount,
$591.30, invest it at a before-tax return of 25
percent, and have at year end
$591.30 (1.25) = $739.13.

3. The plaintiff pays 40 percent taxes on
the gain
$739.13 - 5 91.30 = $147.83 x 40% = $59.13 in
taxes.

4. And ends up with

CPAExpert
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$739.13 - 59.13 = $680,

which is exactly the amount of after-tax cash
flow the plaintiff would have had but for the
damaging act.
CONCLUSION

The goal of a damages calculation is to make
the plaintiff whole. When damages calcula
tions involve anything beyond simple taxable
future cash flows (that is, when future dam
ages are associated with incremental depreci-

ation, incremental investments, incremental
debt issues, etc.), there is no substitute for
constructing a pro forma “but for” income
statem ent, determ ining the after-tax cash
flows, discounting these after-tax cash flows at
the plaintiff's after-tax risk-adjusted discount
rate, and grossing-up the final after-tax award
for the taxes the plaintiff is required to pay.
Contrary to the industry’s norm al rule of
thumb, it is not possible to calculate correct
taxable damage awards by ignoring taxes. CE

MALPRACTICE CONCERNS
OF EXPERT WITNESSES
M arcia Gordon, CPA

At one time, expert witness services p er
form ed by CPAs were categorized as MAS
(management advisory services) for the pur
poses of underwriting. In general, those ser
vices were considered a low-risk form of
forensic accounting: going in after the trou
ble and acting like an arm chair q u arter
back.
In recent years, expert witness and other
litigation services have been am ong the
faste st grow ing a reas o f p ro fe ssio n a l
accounting services. There are several rea
sons for this. There has been an increase in
claims requiring financial analysis and valu
ation. And who better to analyze and pre
sent this inform ation than CPAs who are
highly resp ected for th e ir integrity and
objectivity.
The area of litigation services also grew
because CPAs were seeking new sources of
revenue. CPA firms began feeling competi
tive pressure from other entities. In addition,
technological advances enabled clients to
perform many accounting processes them 
selves.
Even so, the bar for entering the litigation
services area was raised with the Mattco Forge
case, which weakened the traditional court
immunity for expert witnesses. Consequently,
insurance underwriters began to look more
closely at how expert witness services could
be provided with less liability exposure. But
even given the Mattco Forge case, litigation ser
vices remains one of the growth areas for well
qualified and well prepared CPAs.

COMMON CONTENTIONS IN
CLAIMS AGAINST CPAs

In a professional liability claim
arising out of a litigation services
engagement, the client—not the
client’s adversary—usually is the
potential plaintiff. The adversary
directs his or her efforts toward disproving
the validity of the CPA expert’s conclusions
and is not relying on them, as is the client.
The contentions commonly found in liti
gation services claims include the following:
▲ Lack of Qualifications. A lawyer hires a
CPA because he or she believes that the CPA
is an expert and is worth paying the some
times substantial fees charged for the service.
T he co u rt, however, w hen d e te rm in in g
whether a witness is qualified to testify as an
expert, usually applies only minimal stan
dards. Rarely does the court not allow a wit
ness to present expert opinions, even when
the opponent challenges the expert’s qualifi
cations. The court’s allowing the CPA to give
an expert opinion does not preclude the
client from challenging the expert’s qualifica
tions in a later suit. The client may claim the
CPA expert misrepresented his or her qualifi
cations and was not truly an expert for the
purposes of a particular engagement.
▲ Lack of Knowledge of the Subject Area. The
client may claim that the CPA expert failed to
use due care if cross-examination reveals that
he or she lacks critical knowledge of important
aspects of the subject area in which he or she
is testifying. For example, the expert did not
acquire requisite knowledge of the industry.
▲ Failure to Gather Sufficient Data. Crossexam ination may reveal that the e x p ert’s
opinions are based on inadequate or incom
plete information. For example, the expert
may admit on cross-examination that his or
her opinion would be different if certain facts

The im plications o f
the M a ttc o F o rg e
case fo r expert wit
nesses is the subject
o f “E xpert W itness
Liability: Practical
Suggestions fo r
M in im izin g the
R isk ” byJ o h n M .
Moscarino, JD,
C P A E x p e r t (Pre
mier Issue, 1995).

Marcia Gordon, CPA, is a
Product Manager for DPIC
Companies’ Accountant
Professional Liability Pro
gram . Phone: 8 0 0 -2 2 7 4284, ext. 367.
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Readers can obtain
guidance on avoid
in g conflicts o f
interest w hen pro
v id in g litigation
services fro m
A IC P A C onsulting
Services Special
Report 93-2, C o n 
flicts o f I n te r e s t
in L itig a tio n S e r
vices E n g a g e 
m e n ts . This spe
cial report discusses
conflict issues fo r
CPAs a n d the dif
ferences between
CPAs’ a n d lawyers’
professional respon
sibilities. I t presents
illustrative case
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a conflict-of-interest
decision tree. To
obtain a copy, call
8 8 8 -7 7 7 -7 0 7 7 a n d
ask fo r product no.
0 4 8 5 63C X .
A IC P A members
price: $15; non
members: $ 1 6 .5 0 .
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were true. If the client knows of evidence that
makes it obvious (to judge and jury as well)
that those other facts are true, the client may
legitim ately criticize the e x te n t o f the
expert’s preparation.
A Failure to Use Proper Analytical Methods.
Usually several different approaches can be
used to analyze the same problem. The CPA
must determine that a particular analytical
approach is appropriate from a technical
standpoint and is logical. A client often does
n ’t realize that a problem can be analyzed in
different ways and consequently is concerned
by opposing counsel’s attack on the CPA’s
approach. The CPA should ensure that the
attorney prepares the client for such an attack
by explaining the nature of expert testimony.
▲ Caving In on Cross-Examination. A CPA
expert who is unable to withstand the public
attack o f cross-exam ination will w ith er
before the client’s, lawyer’s, and jury’s eyes.
The result, of course, is disastrous for the
client’s case.
▲ Overbilling. The CPA needs to avoid
“selling” the engagement by underestimating
fees. A better approach is to leave some room
in the fee estimate for the unexpected. Dur
ing the engagem ent, the CPA should bill
periodically and revise the estimate as neces
sary, explaining why.
LOSS PREVENTION PRACTICES

The CPA can take several steps to prevent
claims by clients and subsequent losses and
should make those steps routine in providing
litigation services. The first step is to use an
engagement letter. The letter should specify
the fee or billing rate. The CPA may want to
consider requiring a retainer deposit before
beginning the engagement and to include a
statem ent of his or her right to withdraw
from the engagem ent if payments fall in
arrears or there is lack of cooperation. The
engagement letter could contain clauses that
require the law firm to make all relevant doc
um ents available in a tim ely way and to
inform the CPA of all legal standards applica
ble to the work. The CPA also can request
that the law firm give reasonable notice of all
activities he or she will be involved in and
timely notice of changes in trial dates. The
engagement letter should specify the scope
of services and their intended purpose.
The CPA should consider using clauses
that specify the use of mediation and the lim

itation of liability clauses. As with any legal or
contractual document, the CPA should con
sider w hether to have engagem ent letters
reviewed by legal counsel.
THE ATTORNEY-EXPERT RELATIONSHIP

Before sending the engagement letter, the
CPA should consider being engaged by the
attorney rather than the attorney’s client.
Such an arrangement lessens the perception
of lack of independence and makes it more
likely the CPA will be paid if the result is
adverse to the client.
Arranging to be engaged by the attorney
may also enhance the protective lawyer confi
dentiality privileges. (See “FYI...New CPAClient Privilege” on page 12.)
However, whether the CPA is engaged by
the attorney or by the attorney’s client, the
CPA needs to learn as much as possible about
the lawyer before accepting an engagement.
The lawyer represents the single biggest risk
factor to the CPA’s success for two reasons:
1. The CPA expert is known by the com
pany he or she keeps. The CPA firm’s reputa
tion will be enhanced by working with an
attorney known for quality work, and the con
verse is true also.
2. The attorney’s depth of understanding
of the case will affect the CPA’s success as an
expert.
Although ideally the attorney retains the
CPA, when the CPA testifies, he or she will be
identified with the client. Therefore, the CPA
needs to consider whether anything would
disqualify the client in the CPA firm’s accep
tance procedures. This step may save the
CPA some embarrassment later during the
deposition or the trial.
Part of this process should be a determina
tion of possible conflict of interest in accept
ing the case. Even perceived lack of indepen
dence or conflict of interest jeopardizes the
CPA’s credibility.
The CPA needs to talk with the attorney
about the case and how his or her work fits in
with the attorney’s overall approach. The
m ore the CPA knows about the case, the
more effective he or she will be. This knowl
edge may help the CPA to identify weak
nesses overlooked by the attorney. The CPA
should rem em ber, that he or she, not the
attorney, will be cross-examined.
Part of learning about the case is learning
from the attorney the legal standards applica-
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ble to the CPA’s work. In addition, the CPA
should be aware of what has happened in the
courtroom before providing expert testi
mony. The more the CPA knows about who
will be listening to the testimony, the more
effective he or she will be.

Dual Insurance Perspective
Providers of professional liability insurance for CPAs, such as DPIC Com
panies, have a dual perspective on the CPA’s role as an expert witness.
They provide coverage for a CPA’s activities as expert witness, mediator,
or arbitrator and also retain CPAs to assist in litigation as part of their

KNOW THE ADVERSARY

claims-handling activities on behalf of their policyholders.

The CPA should know the adversary as well.
All parties and important witnesses should be
considered in the conflict of interest proce
dures to ensure that the CPA is not taking the
witness stand against a current client and that
no important adverse witnesses are clients of
the firm.
The more the CPA knows about the adver
sary—even information that is not absolutely
necessary—and understands the context of
the questioning, the better able he or she will
be to deal with cross-examination.
T he rules of many courts req u ire the
expert to file a statement of his or her qualifi
cations before trial, along with a summary of
testimony. The CPA should read this state
ment carefully to ensure it is accurate. Taking
this step will prevent an awkward moment if a
significant inaccuracy is first discovered dur
ing cross-examination in front of a judge,
jury, and client. Even worse, the client could
use it later as a misrepresentation in a suit
against the expert.

The characteristics these providers look for when selecting expert wit

DOCUMENTATION

As the case proceeds, the CPA needs to use
care in w hat he or she puts in w riting.
Although a consultant’s work product is not
usually open to discovery, an expert’s work
product is—and it’s not uncommon for the
CPA to perfo rm bo th functions. In this
regard, the CPA needs to understand when

nesses include the following:
▲ Credentials, experience, technical knowledge. This includes knowledge
not only of accounting-related issues but also of the legal processes and
industry specialization, including the insurance industry.
▲ Ability to communicate complex ideas clearly and convincingly.
▲ An ethical, professional, objective demeanor.
▲ Ability to stand up to pressure and maintain composure on the witness
stand.
▲ Professional liability insurance. The professional must carry adequate
limits of professional liability insurance.
▲ Ability to get along with the policyholder.
DPIC, for example, selects experts with the input of policyholders. The
policyholder has a large stake in the outcome, so it is important to have
counsel, advisors, and experts in whom the policyholder has trust and
confidence. There is also a sensitivity, particularly for a CPA client,
regarding who will be “looking into their dirty laundry.” They certainly
don’t want it to be a competitor CPA.

his or her role has changed from consultant
to expert witness.
The CPA can prepare to present testimony
by imagining how the important points of tes
timony can be brought out, how the lawyer
for the adversary will attack the testimony on
cross-examination, and how the testimony
will sound to a juror. CE

BUILT-IN GAIN VALUATION ADJUSTMENT:
NO LONGER " IF " - B U T "HOW" AND
"HOW MUCH"

EXT
R
E
P

John R. Gilbert, CPA /A B V, CVA

CPAs are accustomed to advising clients on
buying and selling businesses. “Buy assets, sell
stock” has long been our mantra in planning
business transactions for clients. Before pas

sage of the Tax Reform Act of 1986 (TRA86),
the General Utilities doctrine (General Utilities
& Operating Co. v. Helvering, 16 AFTR 1126)
allowed C corporations to distribute appreci-
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Table 1 — Assum ptions
Total Fair Market Value of Asset(s)

$100,000

Additional Amount of Asset(s) Value Which Would be Depreciable

$50,000

Existing Corporate Tax Basis of Asset(s) (Non Depreciable Amount)

$10,000

Depreciable Life in Years

30

Compound Annual Growth Rate of Asset(s) Value

6%

Pre-Tax Return on Reinvested Tax Savings

6%

Corporate Tax Rate

40%

Individual Income Tax Rate for Depreciation Recapture

25%

Individual Income Tax Rate

40%

Individual Capital Gains Rate

20%

ated assets to shareholders without recogniz
ing a gain. After the repeal of General Utilities
by TRA86, C corporations no longer could
distribute those appreciated assets without an
additional tax at the corporate level. Buying
appreciated assets inside a C corporation has
imposed a terrible penalty on the purchaser.
CPAs have been advising buyers that the
built-in gain tax on a C corporation reduces
the fair m arket value of the corporation
stock. At the same tim e, they have been
appraising businesses for estate and gift pur
poses knowing the IRS refused to officially
recognize the impact on value of this built-in
gain. The IRS’s position has been that, unless
a liquidation of the corporation is planned,
the tax is “speculative” and therefore should
not be recognized. Two recent decisions—
the Tax Court decision in Estate of Artemus
Davis, 110 T.C. 35 and the U.S. Second Court
of Appeals decision in Irene Eisenberg v. Com
missioner, 82 AFTR2d Par. 98-5173—have
changed the question from whether the tax
im pact should be co n sid ered to how to
reflect the discount in the valuation and how
much of a discount is appropriate.
THE DAVIS DECISION

John R. G ilb e rt, C P A /
ABV, CVA, is with Loucks
& G la s s le y , PLLP, in
Great Falls, Montana. Em ail: jg ilb e rt@ m tc p a s.
com.
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The Davis case is an estate tax case in which
the appreciated underlying assets were in
large part shares of Winn-Dixie Stores Inc.
publicly traded com m on stock. T he Tax
Court allowed the adjustment for the built-in
gain tax as a 15-percent addition to the mar
ketability discount. In this case, three wellqualified valuation experts supported a dis
count for the built-in gain tax. The most
logical of the three approaches was that of
the expert who supported simply recording

the tax on the built-in gain as a liabil
ity on the fair market value balance
sheet. The other taxpayer expert and
the IRS expert both concluded that
the adjustment for the built-in gain
tax should be recognized as an addi
tion to the marketability discount.
Fortunately for the appraisal commu
nity, the case went to trial but, unfor
tunately, the Tax Court adopted the
marketability adjustment approach.
THE EISENBERG RULING

The Eisenberg case is a gift tax case in
which the underlying asset was appre
ciated commercial real estate. The
taxpayer had been deducting the built-in
gain tax from the appreciated asset value in
making gifts and the Tax Court disallowed
this adjustment. The U.S. Second Court of
Appeals overturned the Tax Court on this
issue and remanded the case for determina
tion of the built-in gain tax adjustment. The
Tax Court has yet to rule on the remanded
case. Some of the comments from the foot
notes to the Second Circuit ruling are worth
noting:
One might conclude from this example that the
full amount of the potential capital gains tax
should be subtracted from what would otherwise
be the fair market value of the real estate. This
would not be a correct conclusion.
Where there is a relatively sizable num ber of
potential buyers who can avoid or defer the
tax, the fair market value of the shares might
well approach the pre-tax market value of the
real estate. Potential buyers who could avoid or
defer the tax would compete to purchase the
shares, albeit in a market that would include
similar real estate that was not owned by a cor
p o ratio n . However, w here the n u m b er of
potential buyers who can avoid or defer the tax
is small, the fair m arket value of the shares
might be only slightly above the value of the
real estate net of taxes. In any event, all of these
circumstances should be determined as a ques
tion of valuation for tax purposes.

Although these decisions clearly support a
reduction in value for the tax on built-in
gain, they, unfortunately, do not indicate
clearly how best to quantify and reflect this
adjustment. No empirical data support any
level of adjustment to the marketability dis-
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Table 2 — R ates o f R eturn
1.

Property purchased directly and held outside of corporate entity

ASSUME SOLD AT END OF YEAR
Amount paid by buyer

0

Cumulative value of asset(s)

2

3

4

Recapture additional depreciation
Capital gains tax
After-tax cash to buyer

10

15

20

25

30

667

1,373

2,122

2,916

3,758

8,787

15,517

24,524

36,576

52,705

(417)

(833)

(1,250)

(1,667)

(2,083)

(4,167)

(6,250)

(8,333)

(10,417)

(12,500)

(1,200)

(2,472)

(3,820)

(5,250)

(6,765)

(15,817)

(27,931)

(44,143)

(65,838)

(94,870)

$105,050 $110,428 $116,154 $122,247 $128,733 $167,888 $220,992 $292,762 $389,509 $519,684

Compound annual growth rate

5.05%

5.08%

5.12%

5.15%

5.18%

5.32%

5.43%

5.52%

5.59%

5.65%

IRS Position— Stock purchase with no reduction in price paid for built-in gain tax, property remains in corporation

ASSUME SOLD AT END OF YEAR
Amount paid by buyer

0

1

2

3

4

5

10

15

20

25

30

$100,000

Cumulative value of asset(s)

$106,000 $112,360 $119,102 $126,248 $133,823 $179,085 $239,656 $320,714 $429,188 $574,349
(38,400) (40,944) (43,641) (46,499) (49,529) (67,634) (91,862) (124,286) (167,675) (225,740)

Corporate tax
Gross cash to shareholder
Individual (tax)/savings

67,600

71,416

75,461

79,749

84,294

111,451

147,794

196,428

261,513

348,609

6,480

5,717

4,908

4,050

3,141

(2,290)

(9,559)

(19,286)

(32,303)

(49,722)

After-tax cash to shareholder

$74,080

$77,133

$80,369

$83,799

Compound annual growth rate

-25.92%

-12.17%

-7.03%

-4.32%

3.

5

$106,000 $112,360 $119,102 $126,248 $133,823 $179,085 $239,656 $320,714 $429,188 $574,349

Future value of tax savings
on additional depreciation

2.

1

$100,000

$87,435 $109,161 $138,235 $177,142 $229,210 $298,887
-2.65%

0.88%

2.18%

2.90%

3.37%

3.72%

20

25

30

Stock purchase with $ for $ price reduction for built-in gain tax, property remains in corporation

ASSUME SOLD AT END OF YEAR
Amount paid by buyer

0

1

2

3

4

5

10

15

$64,000

Cumulative value of asset(s)
Corporate tax
Gross cash to shareholder
Individual tax
After-tax cash to shareholder
Compound annual growth rate

$106,000 $112,360 $119,102 $126,248 $133,823 $179,085 $239,656 $320,714 $429,188 $574,349
(38,400) (40,944) (43,641) (46,499) (49,529) (67,634) (91,862) (124,286) (167,675) (225,740)
67,600
71,416
79,749
75,461
84,294
111,451
147,794
196,428
261,513
348,609
(720)

(1,483)

(2,292)

(3,150)

$66,880

$69,933

$73,169

$76,599

4.50%

4.53%

4.56%

4.59%

count for built-in gain taxes. The proper way
to deal with the discount is to reflect it as a
liability on the fair m arket value balance
sheet. Further, as demonstrated below, the
proper am ount of the discount is the full
amount of the tax liability.
DETERMINING RATES OF RETURN

Tables 1 and 2, pages 8 and 9, set forth both
the assumptions used and the resulting rates
of return that would be earned by a hypo
thetical purchaser. Table 1 lists the assump
tions used for the calculations un d er the
purchase scenarios in table 2. Table 2 sets
forth three purchase scenarios and shows the
rate of retu rn a buyer would earn un d er
each scenario. This analysis is similar to one
done recently by Z. Christopher Mercer of
M ercer Capital (Nashville, Tennessee) in
“Imbedded Capital Gains in C Corporation
H olding C om panies,” Valuation Strategies
N ovem ber/D ecem ber 1998. Although the

(4,059)

(9,490)

(16,759)

(26,486)

(39,503)

(56,922)

$80,235 $101,961 $131,035 $169,942 $222,010 $291,687
4.63%

4.77%

4.89%

5.00%

5.10%

5.19%

two analyses were done independently with
slightly different assumptions, both arrive at
virtually identical returns.
Under the first scenario, the assets are pur
chased outright at fair market value and are
held outside of corporate ownership. Under
the second scenario, C corporation stock is
purchased for the fair m arket value of the
underlying assets with no adjustment for the
tax liability on built-in gain. This is the IRS
position in Davis and Eisenberg. U nder the
final scenario, the purchase price of C corpo
ration stock is reduced for the tax on the
built-in gain, but the corporation continues
as the owner of the assets. As is seen in table
2, the IRS position assumes a hypothetical
willing purchaser who is willing to accept a
subnormal return, even thirty years hence.
The first and third scenarios are approxi
mately equal but still show the disadvantage
of holding appreciating assets inside a C cor
poration.

9
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CONCLUSION

A straightforward analysis of rates of return
shows that a hypothetical willing buyer who is
a ratio n al investor seeking to m aximize
returns will discount the stock of a C corpora
tion to adjust for the impact of income tax on
the built-in gain. I plan to incorporate the
table 2 analysis, using actual amounts, in

Expert

future appraisal reports claiming a reduction
in value for taxes on built-in gain.

A u th or’s n ote: Readers who wish to comment on this article or

would like a copy o f the spreadsheet used to develop the rates of
return can e-mail jgilbert@mtcpas.com. Copies are available
only by e-mail in Microsoft Excelformat.

CALCULATING LOSS FROM PERSONAL
INJURY, WRONGFUL DEATH, AND
EMPLOYMENT DISCRIMINATION
The Role of the CPA
Holly Sharp, CPA, CFP, CFE

L itigation services th at CPAs provide to
their clients may include the calculation of
dam ages from personal injury, wrongful
death, and em ploym ent discrim ination.
The CPA is an ideal expert to perform this
calculation, which usually involves quantify
ing the net monetary losses sustained by the
claimant and presenting findings to a trier
of fact.
A lthough this service has historically
been provided prim arily by econom ists,
CPAs are b e in g called u p o n m o re fre 
quently to perform the calculation, render
reports, and testify in court in these litiga
tion matters. By virtue of their education,
train in g , and exp erien ce, CPAs are the
ideal experts to calculate damages.

depending on the facts of the case:
What types of losses have been incurred?
▲ Wages
▲ Fringe benefits
▲ Other income
▲ Household services
▲ Medical costs
Over what period have these am ounts
been lost?
▲ Worklife expectancy
▲ Life expectancy
▲ Date of employment
W hat growth rate would apply to ele
ments of loss during the loss period?
W hat rate should be used to discount
amounts to the date of trial?
WHY THE CPA IS EXPERT

THE ISSUES INVOLVED

Holly Sharp, CPA, CFP,
CFE is a d ire c to r w ith
LaPorte, Sehrt, Romig &
Hand, Metairie, Louisiana.
She is a member of the
AICPA Litigation and Dis
pute Resolution Services
Subcommittee.
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In cases involving the calculation of loss
from personal injury, wrongful death, and
em p lo y m en t d isc rim in a tio n , m o n etary
losses may include wages, fringe benefits,
rents, royalties, investment income, house
hold services, and medical costs. The date
of injury, death, or discrimination incident
generally establishes the beginning of the
loss period, and the loss extends through
worklife (worklife expectancy), life (life
e x p e c ta n c y ), o r a n o th e r loss p e rio d ,
depending on the facts of the case.
In the damages calculation, the CPA ana
lyzes th e follow ing fo u r g en eral issues,
alth o u g h o th e r issues may be relevant,

T he CPA’s know ledge of com pensation
issues from preparing tax returns and pro
viding accounting services to individuals
and businesses forms the basis to establish
the amount of losses. The CPA’s experience
with varied industries helps in determining
the applicable fringe benefits and the rate
of growth of wages and benefits. The CPA is
used to analyzing historical financial and
economic data, including surveys and stud
ies, and is familiar with the use of statistics
and sampling to evaluate the reliability of
such data. Knowledge of income tax rules
and regulations assists the CPA in calculat
ing wage loss on an after-tax basis. The CPA
u n d e rs ta n d s th e c o n c e p ts re q u ire d to

W in te r 1 9 9 9

P ersonal Consum ption C onsiderations
in C alculating D am ages

The past annual amounts spent on, or on behalf of, the
claimant provide strong evidence for the personal consump
tion expenses. Many families, however, do not maintain docu

The following section from Consulting Services Practice

mentation related to the amount of family income used exclu

Aid 98-2, Calculation of Damages from Personal Injury,

sively for each family member; therefore, figures are often

Wrongful Death, and Employment Discrimination: A Nonau

based on studies of the average consumption of individuals.

thoritative Guide.

Certain government studies provide the average percentages
and dollar amounts of household income consumed by each
family member.1 Studies have also been performed that pro

PERSONAL CONSUMPTION
Personal consumption is the amount a person spends on, or
on behalf of, one’s self and as a result would not be available
to one’s survivors. Examples of personal consumption include
amounts spent on food, clothing, medical expenses, enter
tainment, and vacations.

vide percentages of household income consumed by each
family member.2
A review of the components of personal consumption should
be performed to ensure no items representing savings are
included in personal consumption, no items are included that

Personal consumption is considered in wrongful death cases
because not all lost earnings may represent a net loss to the

are compensated for elsewhere, and the treatment of income
tax is indicated.

survivors. The amount that would have been consumed by
the deceased party is generally subtracted from the loss
claim because this amount would have been lost to the sur
vivors had there been no injury.
Personal consumption may also be considered in cases other
than wrongful death when personal expenses of the individual
are reduced or compensated as a result of the injury.

extrapolate amounts over the loss period
and then discount them to present value at
the date of trial, the date of re p o rt, or
a n o th e r specific date. O ften, the CPA is
familiar with risk issues inherent in select
ing the discount rate. The CPA’s experi
ence with computers and spreadsheet soft
ware facilitates complex calculations, and
finally, the CPA’s presentation skills help in
effectively explaining the elements of the
calculation and the conclusions to the trier
of fact.
RESOURCES

The AICPA recently published a practice
aid that will assist practitioners considering
expanding their practice to provide services
related to calculating damages for personal
injury, wrongful death, or employment dis
crim ination. Consulting Services Practice
Aid 98-2, Calculation of Damages from Personal
Injury, Wrongful Death, and Employment Dis
crimination: A Nonauthoritative Guide, would
also interest practitioners already providing
services in these areas. This technical con
sulting practice aid discusses the types of
engagem ents, the engagem ent scope and
acceptance considerations, the types of

1 U.S. Bureau o f Labor Statistics, Revised E quivalence Scale.
2 The study performed by Earl Cheit, Injury a n d Recovery in th e C ourse o f
E m p lo y m en t (1961), was the first study that was widely accepted in determin
ing the percentage o f personal consumption, and it is still relied on. Other stud
ies, however, have expanded the Cheit study, such as Patton and Nelson, “Esti
m ating Personal Consumption Costs in Wrongful Death Cases, ’’ Jo u rn a l o f
Forensic E conom ics (Spring 1991).

damages, general approaches to damage
estimation, and various specific methods of
damage calculation used in personal dam
age cases. A lthough this practice aid is
nonauthoritative and therefore does not set
standards for the perform ance of engage
ments involving these calculations or other
litig a tio n services, it does in d ic a te the
authoritative AICPA literature that applies
to litigation services. The practice aid also
provides listings of inform ation that may
assist in the calculation of personal dam 
ages, as well as three case studies: one each
related to personal injury, wrongful death,
and em ploym ent discrim ination. In addi
tion, it provides a glossary and a bibliogra
phy of other resources. CE

E d ito r ’s n o te : Members o f the AICPA Consulting Services

Membership Section (formerly the M anagem ent Consulting
Services Membership Section) should have received Consult
in g Services Practice A id 982, C a lc u la tio n o f D am ag es
fro m P e rs o n a l In ju ry : W ro n g fu l D e a th , a n d E m p lo y 
m e n t D isc rim in atio n : A N o n a u th o rita tiv e G u id e. Others
can obtain this practice aid by calling the AICPA at 888-77770 77, and asking fo r product no. 055166CX. The AICPA
members price is $22 .5 0 the nonmember price is $29.50.
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FYI

NEW CPA-CLIENT PRIVILEGE
Following up the “FYI” item, “CPAs Memo
randa Protected by Work Product Doctrine,”
in the Fall 1998 issue of CPA Expert, Gerald
W. Padwe, Vice President, Taxation, AICPA,
offers the following explanation of the new
CPA-client privilege as it relates to IRS
restructuring:
The 1998 IRS Restructuring and Reform
Act has expanded the level of protection for
communications between CPA and client to
keep confidential written or oral advice to
clients in tax matters. New section 7525 of
the Internal Revenue Code extends (with
limits) the traditional common law attorneyclient privilege to CPAs and others entitled to
practice before the IRS. With the new statu
tory provision, a CPA’s written or oral advice
on tax matters is not subject to compelled dis
closure—by IRS summons, for example—if it
falls within the parameters of section 7525.
The privilege is available only for advice
intended to be kept confidential. Therefore,
m ost com m unications directly related to
return preparation will not be privileged (as
they would not be if provided by lawyers)
since it is intended to be disclosed to the IRS.
The privilege applies to noncriminal matters
before the IRS or before a federal court aris
ing out of an IRS dispute. Other government
agencies, such as the SEC, can obtain access
to inform ation th at would be privileged
before the IRS. The privilege also does not
apply to written advice to corporate employ
ees or agents that involves the promotion of
“tax shelters” as broadly defined.
The new CPA-client privilege, along with
the application of the work product doctrine
to CPA thought processes, provides protec
tion for CPA-client com m unications that
practitioners need to understand. The AICPA
has prepared a videocourse on the new statu
tory privilege: The AICPA Experts’ Taxpayer
Confidentiality Privilege Videocourse. The format
is a two-hour video with a workbook offering
four CPE credits. To order, call 888-777-7077
and ask for product no. 183500CX. The price
is $89 for AICPA members, $107 for non
members.

Y2K LIABILITY
Year 2000 (Y2K) liability damages could run
as high as $1 trillion dollars, predict Bruce

12

Caldwell and Marianne Kolbasuk McGee in
InformationWeek (October 26, 1998). Having
no experience with possible problems, busi
nesses are taking measures to prevent lawsuits
from customers, business partners, and oth
ers. Some protection is offered by the “Good
Samaritan Bill” signed into law in mid-Octo
ber. The Year 2000 Information and Readi
ness Disclosure Act protects businesses from
antitrust and vendor liable actions if the enti
ties provide information about which of their
products are or are not Y2K compliant. The
law, however, does not affect liability that may
arise from Y2K failures of systems or devices.
Small companies already have successfully
sued software vendors to recover and avoid
the costs related to ensuring their products
are Y2K compliant. Recovering such costs,
however, may be the least of a company’s Y2K
problems. Among those at risk if they did not
attempt to ensure that their systems are com
pliant are corporate directors and officers,
who can expect lawsuits because their busi
nesses could not perform.
To prevent a deluge of litigation, the
In fo rm a tio n T echnology A ssociation of
America (ITAA) and the CPR Institute for
Dispute Resolution have joined to get compa
nies to pledge to mediate and negotiate Y2K
disputes. Thus far, more than 100 companies
have pledged to use mediation before going
to litigation.
In addition, InformationWeek advises, firms
can prevent Y2K liability by taking the follow
ing steps:
▲ Conduct extensive tests of internal and
external systems.
▲ Develop comprehensive contingency
plans.
▲ Document Y2K activities in detail.
▲ Get internal and external audits of pro
jects.
▲ Work closely with expert legal counsel.
More information about Y2K issues in gen
eral is available on the Institute’s Web site
(h ttp ://w w w .a ic p a .o rg ). Other sites that address
litigation and liability issues include:
▲ Federation of Insurance and Corporate
Counsel ( h t t p ://w w w .th e fe d e r a tio n .o r g /P u b lic /
Y 2 K /in d e x .h tm ). This site offers the “FICC’s
User’s Guide to the Year 2000 Crisis,” which
provides general background in “Underlying
Litigation Issues: Prevention and Defense”
and “Potential of Y2K Claims on Various
Insurance Coverages,” along with a listing of

CPAExpert
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lawsuits and arbitration filed.
▲ Information Technology Association of
America (h ttp ://w w w .ita a .o r g /Y 2 K la w .h tm ). This
site provides summaries of “Year 2000 State
and Federal Legislative Proposals and Law
suits,” and reports the status of state and fed
eral liability bills, state funding bills, and Y2Krelated lawsuits.
Year/2000Journal has two articles of inter
est: J.M. Hart, “Year/2000 Testing: How to
Avoid U ndetected Defects,” (S eptem ber/
October 1998), which explains why testing
processes often fail to find defects, and W. M.
Ulrich, and I.S. Hayes, “Contingency Plan
ning: W hat to Do When Time Runs O ut,”
(November/December 1998).

TOP TEN TECHNOLOGY ISSUES
Year 2000 heads the list of the AICPA’s top
ten technology issues, but no. 10—electronic
evidence—may be of equal interest to many
providers of litigation services, especially
those involved in the investigation of fraud.
The following issues also hold the potential
for litigation:
A No. 3— information security and control,
which involves taking measures to protect
information from risks such as viruses; com
puter crimes perpetrated by employees, hack
ers, or competitors; and natural or man-made
disasters.
A No. 6— disaster recovery, which involves
having a plan in place to deal with disasters
associated with Y2K problem s, com puter
viruses, and computer crime.
A No. 8—privacy, which deals with protect
ing a customer’s information.
The remaining top-ten technologies are
no. 2—Internet; no. 4—technology and train
ing competency; no. 5—technology manage
m ent and budgeting; no. 7—virtual office;
and no. 9—electronic money.
For more information, visit h t t p : / / w w w .

find useful information about earnings for
forty different industries at this site. Job
Smart provides links to more than 200 sur
veys, as well as publications, recruiters, and
employment agencies.
▲ h ttp ://w w w .n o lo .c o m . Nolo Press main
tains a “self-help” law center. Understandably,
the company is interested in promoting its
more than 250 books, software, and form kits
designed for nonlawyers. However, it does
provide access to articles on legal matters
related to small business operations, tax law,
and bankruptcy, as well as access to its com
prehensive Nolo’s Legal Encyclopedia.

CONSULTING WITH MEDICAL AND
LEGAL PRACTICES
CPAs who serve the medical and legal profes
sions—and those who would like to enter
these market niches—will be interested in
the AICPA Medical and Legal Practice Con
sulting Conference scheduled for May 16-18,
1998 at the W estin M ichigan A venue,
Chicago. The purpose of the conference is to
give practitioners the knowledge they need to
master these profitable niches.
Of interest to CPA Expert readers are the
following sessions:
▲ Fraud and abuse in the health care
industry
▲ How CPAs can add value in mergers
and acquisitions
▲ What my law practice is worth to my
partner, spouse, and another lawyer
▲ Current issues in medical practice valua
tions
The conference is recommended for six
teen hours of CPE, plus two free hours.
You can save $50 if you register before
March 31. Call 888-777-7077. CE

toptentechs.com.

SOURCES OF USEFUL
INFORMATION
Practitioners may find the following Web sites
useful research sources:
▲ h t t p : / / w w w . jo b s m a r t .o r g /t o o ls /s a la r y /
index.htm . Job Smart is a career database for
California job seekers. Practitioners engaged
to assist in employment-related litigation may

Thanks!
Thank you to readers who responded to the
recent survey. If we think any of the findings
are of interest to you, we will report them.
We appreciate your ta k in g th e tim e to
respond.
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James R. Rigby, C P A /
ABV, co -e d ito r of CPA
Expert, is with Financial
V a lu a tio n G roup, Los
Angeles.
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m ethodologies for com par
ing a cash transaction to a
PPM /M SA tra n s a c tio n —
a n o th e r critical tool for
e ith e r th e v alu ato r or a
merger and acquisition rep
resentative.
One chapter gives the val
1999 Medical Practice Valuation Guidebook: Including the Influences
of Managed Care by Mark Dietrich (Windsor Professional Infor uator a complete step-by-step
approach to valuing a prac
mation, LLC, 1999), 600 pages.
tice using th e d isc o u n te d
James R. Rigby, CP A /A B V
cash flow m ethod and the
excess earn in g s m eth o d ,
including a computer disk with the spreadMark Dietrich, CPA, has written the first com
prehensive guide devoted exclusively to the
sheet-based model and a sample report with
commentary. Other chapters address the dif
valuation of medical practices. Among its
ferences between valuing various types of
many benefits are chapters designed to aid
physician practices using the industry stan
the valuation consultant in understanding
dard classifications of primary care and spe
how medical practice revenue is generated
cialists.
and how the capitation system for compensat
ing physicians has altered the valuation
THE VOICE OF EXPERIENCE
process. D ietrich’s discussion of physician
work codes and the references to sources of
It is clear the 1999 Medical Practice Valuation
Guidebook was written by someone who earns
M edicare statistical data are some of the
a living doing health care consulting and val
more enlightening aspects of the chapter on
uation. Throughout the book, Dietrich offers
revenue analysis: These provide a key tool in
insights from his m ore than twenty years
the income normalization process required
working with physicians as a consultant and
in any valuation.
tax practitioner. These insights aid the reader
in obtaining a frame of reference for their
UNDERSTANDING CAPITATION
qualitative analyses. Dietrich also offers a
Capitation is generally not completely under
series of key valuation tips permitting the val
stood outside the world of health insurance,
uator to zero in on the critical aspects of valu
but Dietrich makes a solid case that medical
practices cannot be valued without such an
ation decisions. My colleague John Mayherunderstanding. Capitation is a method thirdhofer, CPA, a health care specialist, believes
this book “will redefine the standards for
party payers use to compensate physicians for
valuing physician practices.” It is a must read
their services with fixed payments, which do
not vary with the volume of services provided.
for not only valuators but also PPM execu
Certain forms of capitation make the physi
tives, health care attorneys, HMO executives
cian, in effect, an in su re r o f his or h e r
and hospital CFOs as well as others engaged
in acquiring and m anaging medical prac
patients’ health care. This being the case, the
value of a physician’s practice with such
tices.
1999 Medical Practice Valuation Guidebook:
insurance risk cannot be determined without
quantifying that risk. The book explains in
Including the Influences of Managed Care comes
with a floppy disk that provides multiple tem
depth the various risks undertaken by physi
p late m odels an d a sam ple re p o rt used
cians who accept capitation arrangements.
throughout the book as a case study. C
E
Dietrich also discusses why knowledge of
the health care regulatory environm ent is
necessary for valuing a medical practice. A
chapter on physician practice management
companies (PPMs) highlights the critical dif
Prepublication ordering of the 1 9 9 9 M ed ical
ference between the typical cash sale of a
P ra c tic e Valuation Guidebook a t $ 9 5 .0 0 is
available from Windsor Professional Information,
practice to a hospital and a long-term man
LLC at 619-86 0 -2 1 1 2 .
agement services agreem ent (MSA) with a
PPM. D ietrich also presents quantitative

GUIDANCE ON VALUING
MEDICAL PRACTICES FROM
A SEASONED EXPERT
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AMERICAN ARBITRATION ASSOCIATION
SEEKS CPA PANELISTS
The American Arbitration Association (AAA)
and the AICPA are offering practitioners an
opportunity to expand their practices by pro
viding alternate dispute resolution services.
Each year the AAA provides administrative
services to thousands of business people to
resolve disputes involving construction, com
mercial finance and banking, real estate,
technology, energy and utilities, employment
issues, telecom m unications, and in tern a
tional trade. In every one of these areas the
parties would benefit if the panel included an
arbitrator with accounting experience.
The AAA and the AICPA have joined to
expand the Association’s roster of neutrals
with CPAs in the above-mentioned subject
areas. In addition to demonstrating expertise
in a particular field a good arbitrator must be
a person of integrity, possess sound judgment,
and have a judicial temperament. The arbitra
tor must have good listening skills and be able
to understand the issues discussed and decide
the matter in accordance with the evidence
and testimony presented and the contractual
agreement of the parties. Arbitrators must be
impartial in fact and appearance.
Becoming a member of the AAA’s roster
o f n e u tra ls re q u ire s com m itm en t. T he
process includes the following:
▲ The individual is nominated to the ros
ter by the AICPA.
▲ An AAA representative interviews the

Upcoming AICPA
Conferences

nominee.
▲ A detailed application form is com
pleted and filed with the AAA along with a
$300 filing fee.
▲ Within six months of being accepted to
the roster, the arbitrator must successfully
complete a 24-hour course consisting of eight
hours of home study and sixteen hours in a
workshop setting.
▲ In the second year of panel member
ship, the panelist must successfully complete
a sixteen-hour practicum on advanced case
management techniques.
▲ After the first two years, th ere is a
requirem ent to attend an annual four-hour
update covering any changes in the AAA’s
rules, case law and relevant revisions to state
and federal laws.
Once a person is on the AAA’s roster of
neutrals, that person’s name is included on
lists of panelists sent to parties. The parties
select the arbitrators from the lists. In rare
instances the AAA may appoint an arbitrator
when the parties cannot agree. Additionally,
the AAA will commence a communications
effort to promote the selection of CPAs as
neutrals in arbitration cases.
For more information and instructions for
applying to be a CPA arbitration panelist, con
tact Monte Kaplan, AICPA Consulting Ser
vices Team. Phone: 212-596-6061; fax: 212596-6025; e-mail: mkaplan@aicpa.org. CE

July 2 1 -2 3

Dec. 2 -4

ADVANCED ESTATE PLANNING

CONSTRUCTION INDUSTRY

Adam’s Mark

Westin Rio Mar

Denver, CO

Rio Grande, Puerto Rico

MEDICAL & LEGAL PRACTICES
CONSULTING

Sept. 13—15

Dec. 5 -7

FRAUD

BUSINESS VALUATION

Westin
Chicago, IL

JW Marriott
Washington, DC

Venetian
Las Vegas, NV

July 1 9 -2 0

Oct. 1 8 -1 9

May 1 7 -1 8

NATIONAL HEALTHCARE INDUSTRY

ADVANCED LITIGATION SERVICES

Caesars Palace

Grand Hyatt

Las Vegas, NV

Buckhead, GA

For information about these confer
ences, call the AICPA at 888-777-7077.
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NEW
OPPORTUNITIES
FOR CPA NEUTRALS
AND EXPERTS
Phillip Zimmerman, CPA

New opportunities are available to CPA medi
ators throughout the U.S. as a result of the
recent enactment of the Alternative Dispute
Resolution (ADR) Act of 1998. The Act was
passed to help the federal district courts
reduce their case loads and to offer litigating
parties an option that is less costly and time
consuming than litigation. The Act mandates
that every U.S. District Court set up its own
ADR program. For the first time, CPA media
tors will be able to serve as neutrals in district
courts. Previously, district courts accepted
only attorneys as neutrals. To serve as neu
trals, CPAs must be qualified and trained.
CPA experts will also have more opportuni

W in te r 1 9 9 9

ties to participate in district court mediations
since, as mediators, they can provide the stan
dards that all parties accept.
Because of the rapid growth of ADR in
re c e n t years, m any colleges offer ADR
training programs in their extension divi
sions. However, the only course specifically
designed to train CPA m ediators, up to
now, has been provided by the Foundation
for Accounting Education of the New York
State Society of CPAs. The next such pro
gram will be offered to a limited num ber
of CPAs in New York City on June 24 and
25, 1999. A dm ission is on a first-com e,
first-serve basis. To obtain m ore inform a
tion or register, call Christine Zaluga at
212-719-8394 or e-mail Philip Zimmerman
at mediatorpz@aol.com. CE

Philip Zimmerman, CPA,
practices as a mediator
from his o ffic e in Fair
Lawn, New Jersey. He is
former chair of the New
Yo rk S ta te S o c ie ty of
C PA s A r b itra tio n and
M ed ia tio n C o m m itte e ,
and he is editor of “The
CPA In M e d ia tio n and
A rb itra tio n ” column of
The CPA Journal.
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